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Commercial Dispute Resolution Legal Update

Remoteness of damage and
assumption of responsibility -

In Sylvia Shipping Co Ltd v Progress Bulk Carriers Ltd,
Mr Justice Hamblen, in the Commercial Court,
considered the test for remoteness of contractual
damage in the context of a time charterparty. Sylvia
Shipping provides welcome guidance on the correct
test for remoteness of damage following the
troublesome decision of the House of Lords in The
Achilleas [2008] UKHL 48'. Hamblen J concluded
that The Achilleas did not establish a new generally
applicable test for remoteness, although it did
introduce an additional test of assumption of
responsibility which might apply in a minority of
unusual cases.

The law on remoteness of damages has long been
based on the judgment of the Court of Exchequer in
Hadley v Baxendale [1854] 9 Ex 341. It can be
summarised as follows: where a party to a contract is
in breach, the counterparty is entitled to:

e damages which fairly and reasonably may be
considered as arising naturally from such breach
of contract, or such as may reasonably be
supposed to have been in the contemplation of
both parties, at the time they made the contract,
as the probable result of the breach; or

e where special circumstances under which a
contract is made are communicated by the
claimant to the defendant, the damages which
would ordinarily follow from a breach of contract
under those special circumstances.

The degree of likelihood required in order to recover
damages for a particular loss has since been clarified
in The Heron 11 [1969] 1 AC 350°. The question is
whether the loss is of a kind which, when the contract
was made, the defendant ought to have realised was
"not unlikely" to result from the breach.

However, this well-settled test was thrown into

confusion as a result of the House of Lords' decision in
The Achilleas. Each of their Lordships gave a
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separate judgment in that case, a number of which
diverged from the "orthodox" Hadley v Baxendale test.
Applying the orthodox test (of whether the parties
would have had the particular type of loss claimed for
within their reasonable contemplation), Lord Rodger
and Baroness Hale concluded on the facts that the
parties would not have had the loss within their
reasonable contemplation, for the reason that the
extremely volatile conditions in the market which
caused the particular loss could not have been
considered to be "not unlikely”". Lord Hoffman,
however, considered that the orthodox test was
insufficient in cases such as The Achilleas, "in which
the context, surrounding circumstances or general
understanding in the relevant market shows that a
party would not reasonably have been regarded as
assuming responsibility for such losses". In his view, it
would also be necessary to consider in such cases
whether the parties were undertaking legal
responsibility for the particular type of loss. He found
on this basis as well that there was no liability for the
wider measure of loss claimed for. Lord Hope agreed
with this reasoning, whilst Lord Walker agreed with
elements from both approaches.

There has thus been considerable debate over what
actually was the ratio decidendi of The Achilleas. In
Sylvia Shipping, Hamblen J considered that Lord
Walker was agreeing with Lord Rodger that the loss
was too remote applying the orthodox approach, but
that he was also agreeing with Lords Hoffman and
Hope that The Achilleas was a case in which it was
appropriate to consider assumption of responsibility
and that that was a further reason why the wider
measure of loss was too remote. Accordingly,
Hamblen J considered that the rationale of assumption
of responsibility had the support of the majority of their
Lordships. The result therefore was that the decision
in The Achilleas was an amalgam of the orthodox and
broader approaches:

"the orthodox approach remains the general test of
remoteness applicable in the great majority of cases.
However, there may be' unusual' cases such as The
Achilleas itself, in which the context, surrounding
circumstances or general understanding in the
relevant market make it necessary specifically to
consider whether there has been an assumption of
responsibility. This is most likely to be in those
relatively rare cases where the application of the
general test leads or may lead to an unquantifiable,
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unpredictable, uncontrollable or disproportionate
liability or where there is clear evidence that such a
liability would be contrary to market understanding and
expectations".

Sylvia Shipping concerned the appellant shipowner's
appeal against an arbitration award which awarded
damages to the respondent charterer. The award was
made on the basis of the charterer's loss of actual
revenues as a consequence of the shipowner's failure
properly to maintain the vessel, giving credit for the
substitute sub-charter which had been entered into
once the vessel had been repaired. The arbitral
tribunal held that the damages were foreseeable and
therefore fell within the first limb of Hadley v
Baxendale. Hamblen J found that there had been no
error of law on the part of the arbitral tribunal in
concluding that the loss was not too remote and the
tribunal had not been required specifically to consider
whether there had been an assumption of
responsibility by the shipowners. The tribunal had
applied the orthodox approach, finding that the loss of
a fixture during the course of a charterparty was
foreseeable: it would be well within the reasonable
contemplation of a owner of a ship under a time
charter that any significant delay in arriving at port or
being ready to load might result in the loss of a voyage
fixture for the time charterer, and the loss of profit on
that fixture would also be well within their
contemplation.

The shipowner had not contended that the arbitral
tribunal was required to address the question of
assumption of responsibility and Hamblen J did not
consider this to be one of the "unusual” cases in which
it would have been necessary for the tribunal to do so.
Unlike in The Achilleas, the arbitrators had not found
that there was a general market understanding or
expectation that damages for delay during the
currency of the charterparty would be limited to the
difference between charter and market rates during
the period of delay, nor could it be said that the
resulting liability was likely to be unquantifiable,
unpredictable, uncontrollable or disproportionate.

In a sense, then, clarity is perhaps restored. Hamblen
J's decision, together with the Court of Appeal's
decision in Supershield Ltd v Siemens Building
Technologies FE Ltd [2010] EWCA Civ 7, clarifies that
the assumption of responsibility test put forward in The
Achilleas is only to apply in exceptional cases, and
usually the Hadley v Baxendale rule will still apply.
Whether the Supreme Court would confirm as much if
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the question was now put to it remains to be seen, but
that view has at least been taken by both the
Commercial Court and the Court of Appeal.

Transfield Shipping Inc v Mercator Shipping Inc (The
Achilleas) [2008] UKHL 48.

®Koufos v C Czarnikow Ltd (The Heron I1) [1969] 1 AC
350.

Termination: express provisions
and the common law -

The recent Commercial Court decision in (1) Shell
Egypt West Manzala GmbH (2) Shell Egypt West
Qantara GmbH v Dana Gas Egypt Ltd (formerly
Centurion Petroleum Corporation) was a good
illustration of the consequences of operating the
express termination provisions in a contract instead of
accepting repudiation at common law.

Shell's appeal against an arbitration award centred on
the issue of whether it had terminated a contract
between it and the respondent, Centurion, pursuant to
express terms in the contract or whether Shell had in
fact elected to accept Centurion's repudiatory breach,
entitling Shell to damages.

The dispute arose out of an agreement between Shell
and Centurion relating to a petroleum exploitation
concession from the Egyptian Government. Centurion
had purchased a 75% interest in the concession and
the remaining 25% interest in the project was owned
by a third party, CTIP. The agreement was concluded
on the basis that Centurion was to acquire the other
25% interest from CTIP, and would then assign 50% of
the total interest in the project to Shell as a joint
venture.

There were two ways in which Shell could bring the
agreement to an end:

e Firstly, there was a contractual mechanism which
allowed Shell to elect to terminate: under clause
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3.1.8, if Centurion had not assigned the 50%
interest to Shell (described as "Closing") within
nine months of the Agreement being signed, Shell
could elect, by giving Centurion 30 days' notice, to
terminate. Clause 3.1.9 went on to provide that if
Closing had not occurred because Centurion's
acquisition of CTIP's 25% interest had not taken
place, Shell was entitled to a refund of all the
payments it had made.

e  Secondly, Shell was entitled under the common
law to terminate the agreement by accepting a
repudiatory breach by Centurion. This arose on
the facts because Centurion had failed to give
notice of its acquisition by Dana Gas, thereby
denying Shell the opportunity to acquire
Centurion's participating interest in the concession
and/or to assume the operatorship.

Shell sent Centurion a letter which the arbitration panel
construed as an election to terminate the agreement
on 30 days' notice under clause 3.1.8. Shell had sent
the letter in the mistaken belief that the acquisition of
CTIP's 25% interest had not taken place and
demanded a refund of its previous payments pursuant
to clause 3.1.9. However, although Shell had to
concede that it was not entitled to a refund under
clause 3.1.9 because the acquisition from CTIP had in
fact taken place, it contended on the appeal that its
letter should instead be construed as an acceptance of
the repudiatory breach by Centurion. This would have
different consequences for Shell, in that if it was found
to have accepted the breach it would be able to bring a
claim for damages, rather than be obliged to make
certain payments of costs under clause 3.1.8.

In deciding whether the arbitrators’ award was correct,
Tomlinson J had to determine the following question:
could Shell's termination letter properly be regarded by
a reasonable recipient in the position of Centurion as
Shell's acceptance of Centurion's repudiatory breach?

The issue of the potential inconsistency between a
contractual termination provision and acceptance of a
repudiatory breach was considered by Christopher
Clarke J in Dalkia Utilities Services plc v Celtech
International Ltd [2006] EWHC 63 (Comm). He
acknowledged that the same conduct might be such
as to give rise to both a contractual right to terminate
and a common law entittlement to accept a repudiatory
breach. As aninnocent party in that situation was, on
the face of it, able to rely on both rights, he was free to
exercise either of them; he was not prevented from
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relying on the common law right on the basis that
recourse to the contractual right amounted to
affirmation of the contract, because in both situations
he was electing to terminate the contract for the future.
Christopher Clarke J noted, however, that the situation
was different where a notice of termination made
explicit reference to a particular contractual clause and
nothing else; that might suggest that the party giving
notice of termination did not intend to accept the
repudiation but only to rely on the contractual clause.
He gave as an example the situation where the claim
made under the notice of termination was inconsistent
with, and not just less than, that arising on the
acceptance of a repudiation. In Dalkia the two rights
were not the same as "markedly different
consequences” would arise depending on whether the
innocent party elected to exercise the contractual right
to terminate or accepted a repudiatory breach, and
therefore the innocent party needed to make a clear
election as to which right it wished to exercise.

The same distinction was drawn in the Court of Appeal
in Stocznia Gdynia SA v Gearbulk Holdings Ltd [2009]
EWCA Civ 75, where a notice of termination was held
to constitute acceptance of a repudiatory breach, even
where the breach had not specifically been cited, on
the basis that the two rights had the same effect, and
therefore an election between the rights would not
have made a significant difference to the parties'
positions.

In the light of these authorities, Tomlinson J concluded
that Shell could not rely on the notice as constituting
its acceptance of Centurion's repudiatory breach. As
in Dakia, the agreement and the common law
provided Shell with alternative rights which had
different consequences. The critical question was
therefore whether a reasonable recipient in the
position of Centurion would have read Shell's
termination letter as communicating unequivocally
Shell's election to terminate the agreement under
clause 3.1.8. Tomlinson J found that it was to be read
that way.

In this context Shell sought to go behind the letter and
argued that it should not be taken to have elected to
operate the contractual provision rather than the
common law right because it had been acting under a
mistaken belief that clause 3.1.9 had been triggered.
Tomlinson J found that this did not override his
analysis of how a reasonable recipient would have
understood Shell's letter, because there were other
reasons why Shell might have wanted to pursue the
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clause 3.1.8 route, namely to avoid the uncertainty of
whether there had indeed been a repudiatory breach
and to ensure that the contract was successfully
terminated, before further major payments were
triggered.

The innocent party is well advised in such a situation
to consider whether, by operating an express
provision, it is losing the potential benefits of accepting
a repudiatory breach. There may well be a means in
such a situation of preserving alternative possibilities.
As Tomlinson J noted in closing, there was no reason
why Shell could not have served a notice accepting
the repudiatory breach, but in the alternative, in case it
was wrong in asserting that Centurion was in
repudiatory breach, stating that it was exercising the
contractual right to terminate under the express
clause.

The role of "market practice" in
contractual construction - Thomas
Crema v Cenkos Securities plc
[2010] EWHC 461 (Comm)

Can expert evidence of a "market practice” be
admissible and relevant to the construction of an
agreement even if the practice is not so widely
recognised within an industry as to be implied as a
term in an agreement between two industry players?
The Commercial Court addressed this issue recently in
Thomas Crema v Cenkos Securities plc, holding that
such evidence was admissible as part of the factual
matrix or background against which the agreement
was to be construed, even if the market practice did
not meet the traditional test for implying a term as to
custom and usage described in Cunliffe-Owen v
Teather [1967] 1 WLR 1421, i.e. that the practice had
to be "notorious, certain and reasonable".

The defendant (Cenkos) was engaged by Green Park
Ventures (GPV) to obtain capital investment from a
third party. GPV agreed to pay Cenkos a finder's fee
of 5% of the total funds raised. Cenkos in turn
retained the claimant, Mr Crema (Crema), an
independent investment banker, to introduce third
parties interested in investing in GPV. Cenkos agreed
orally with Crema that he would receive a sub-broker's
fee based on a 70:30 split (in Crema'’s favour) of the
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finder's fee if he was successful in making an
introduction which resulted in an investment in GPV.

Crema introduced two companies, one of which
invested £2m in GPV, and subsequently a third
company agreed to invest £16m. Cenkos was itself
unable to recover its fee from GPV after GPV went into
administration. Crema then sought payment by
Cenkos of his sub-broker's fee, on various arguments
to the effect that Cenkos was obliged to pay Crema
even if Cenkos had not been paid by GPV.

One of the issues before the court was the custom and
practice in the City with respect to the payment of sub-
brokers. Both parties adduced expert evidence on the
point. Cenkos' expert gave evidence that the general
practice was that a lead broker would only pay a sub-
broker once the lead broker's fee had been satisfied.
Although Crema'’s expert conceded this practice,
Crema argued that Cenkos had not established a
custom or usage sufficient to imply a term into the
agreement between them to the effect that Cenkos
would not pay Crema's fee until Cenkos had been paid
by GPV.

The test for implying a term on the basis of usage or
custom is described at paragraph 13-018 of Chitty on
Contracts (30" edition):

"If there is an invariable, certain and general usage or
custom of any trade... the law will imply on the part of
one who contracts... upon a matter to which such
usage or custom has reference a promise for the
benefit of the other party in conformity with such usage
or custom, provided there is no inconsistency between
the usage and the terms of the contract. To be
binding, however, the usage must be notorious, certain
and reasonable... and it must also be something more
than a mere trade practice".

That last sentence is derived from the explanation of
the test by Ungoed-Thomas J in Cunliffe-Owen:

"Usage as a practice which the court will recognise is
a mixed question of fact and law. For the practice to
amount to such a recognised usage, it must be certain,
in the sense that the practice is clearly established; it
must be notorious, in the sense that it is so well known
in the market in which it is alleged to exist that those
who conduct business in that market contract with the
usage as an implied term, and it must be reasonable”.
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Cenkos accepted that it had not established a custom
or usage in the sense of one that was notorious,
certain and reasonable; however, the court found, on
the basis of the expert evidence, that there was a
general market practice or understanding in the City
that a sub-broker would not receive its fee until the
lead broker had been paid.

With the implied term argument having failed, the court
still had to determine whether the evidence of this
general market practice was admissible as part of the
factual matrix or background against which the
agreement between Cenkos and Crema was to be
construed. Cenkos argued that the court was
permitted to look at such evidence. It took as its
starting point Lord Hoffman's well-known remarks on
the construction of contracts in Investors
Compensation Scheme Ltd v West Bromwich Building
Society [1998] 1 WLR 896, and submitted that the
court often needed expert evidence to provide it with
relevant background knowledge which was readily
available to the parties.

The court acknowledged that there was an important
difference between a "true market usage", which could
bind the parties to an agreement as an implied term
even where one party was ignorant of it, and evidence
of the factual background, which might be relevant to
the question of construction of a term. On the issue of
the admissibility of background evidence, it regarded
Cunliffe-Owen as being of little assistance, on the
basis that the case had been decided at a time when
the courts were more restrictive in their approach to
evidence relevant to questions of construction.

The court approved instead the more modern
approach to contractual interpretation which stemmed
from cases such as Investors Compensation Scheme:
as the court was seeking to place itself in the position
of the parties, it needed to have available all the
background knowledge which would reasonably have
been available to the parties in the situation they were
in at the time of contracting. This could extend, where
an agreement was between two practitioners in a
particular market, to any general market practice even
if it fell short of being a usage.

The court noted an important qualification: although
expert evidence of a market practice falling short of a
custom or usage was admissible, the importance of
that evidence would vary from case to case. It could
not be determinative of the meaning of the agreement
between the parties, and in many cases would only be
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a factor in the greater overall equation which the court
had to consider.

This might at first glance look like allowing market
practice in through the back door to determine terms of
a contract, even where the Cunliffe-Owen test is not
met. However, looked at more closely, it is not.

Firstly, the principle will only come into play where
there is a term capable of being construed in a way
which the alleged practice supports. Secondly, with
the above qualification in mind, the courts are still
likely to be cautious in allowing market practice to be a
prominent factor in construction. Indeed in Crema v
Cenkos, the judge went on to decide against Crema,
largely on the basis of the terms discussed between
the parties, with only a passing reference at the end to
market practice which happened to be consistent with
the judge's conclusion on those discussions. The
position may have shifted in the post-Investors
Compensation Scheme age, but that shift has only
gone so far.

Court of Appeal refuses to "come to
the rescue” in the case of an
obvious omission in the drafting of
a contract - William Hare Ltd v
Shepherd Construction Ltd [2010]
EWCA Civ 283

In the recent case of William Hare Ltd v Shepherd
Construction Ltd, the Court of Appeal declined to apply
the principles set out by Lord Hoffmann in Investors
Compensation Scheme v West Bromwich Building
Society [1998] 1 WLR 896 and Chartbrook Ltd v
Persimmon Homes Ltd [2009] UKHL 38 to remedy a
clear omission in the drafting of a "pay when paid"
clause in a construction contract.

Pay when paid clauses are commonly used in multi-
party construction arrangements to protect a
contractor who has sub-contracted elements of the
build, in the event that the developer under the main
contract becomes insolvent. Such clauses are viewed
by the courts as a form of exclusion clause because
they seek to absolve the contractor of liability to pay
the sub-contractors in the event it goes unpaid by the
developer. This case was an instance of the party
seeking to enforce the clause having failed to draft it
using clear words - the principle remains that any
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ambiguity in the language will be construed against the
party seeking to rely on the clause.

The clause in this case defined the insolvency of the
developer, Trinity, by reference to four possible
events. The relevant event was the "making of an
administration order against [the developer] under Part
Il of the Insolvency Act 1986". Under the Insolvency
Act 1986, as originally enacted, it was necessary to
obtain a court order in all cases before a company
could enter into administration. However, the
Enterprise Act 2002 subsequently introduced into the
1986 Act two "self-certifying" routes to administration,
which do not require the sanction of the court.

In 2009 Trinity's directors passed a resolution to place
the company into administration with immediate effect
using one of the self-certifying routes. This was not
one of the insolvency events identified in the pay when
paid clause, the language of which expressly required
the court to make an administration order against
Trinity before it would be triggered. As well as failing
to include the newer self-certifying routes, the clause,
in citing the 1986 Act, failed to refer to any subsequent
legislative amendments which might have been
sufficient to include those routes.

The contractor (SCL), relying on the clause, refused to
pay the sub-contractor (WHL). WHL put forward an
interpretation of the clause based on the plain
meaning of the words used: the clause required a
court order and, in the absence of an order, WHL was
entitled to be paid. Mr Justice Coulson dismissed
SCL's counter-argument that the language of the
clause was ambiguous, holding that, as drafted, it
gave rise to a commercially sensible and coherent
result: had an administration order been obtained
against Trinity, the clause would have been effective.
SCL was asking the court to "fill the gap" left by the
draftsman's failure to refer to all of the possible routes
into administration. That was an obvious failure in light
of the fact that the amendments to the Act had taken
place before the parties entered into the contract.

On appeal, SCL argued that any reasonable person
would have known that the vast majority of
administrations in the modern era were "self-certified"
and therefore would have appreciated that something
had gone wrong in the drafting of the clause, which
should be interpreted to bring it into line with the 1986
Act as amended. SCL claimed that, although the
ordinary meaning of the clause envisaged a court
order, it would be "absurd" for the contract to be
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construed without taking into account the amendments
to the 1986 Act; this was one of those cases where it
was so clear something had gone wrong with the
drafting that the court should construe the clause as
covering all the routes to administration. SCL relied in
support of its argument on the well-known passage
from Lord Hoffmann's speech in Investors
Compensation Scheme v West Bromwich Building
Society [1998] 1 WLR 896:

"The 'rule’ that words should be given their 'natural and
ordinary meaning' reflects the common sense
proposition that we do not easily accept that people
have made linguistic mistakes, particularly in formal
documents. On the other hand, if one would
nevertheless conclude from the background that
something must have gone wrong with the language,
the law does not require judges to attribute to the
parties an intention which they plainly could not have
had. Lord Diplock made this point more vigorously
when he said in The Antaios Compania Neviera SA v
Salen Rederierna AB [1985] 1 AC 191...:

'...if detailed semantic and syntactical
analysis of words in a commercial contract is
going to lead to a conclusion that flouts
business common sense, it must be made to

yield to business common sense".

SCL also on relied on Lord Hoffmann's judgment in
Chartbrook, which had been decided by the House of
Lords after Coulson J's first instance ruling in this
case. Chartbrook illustrated that in a "rare" and
"exceptional” case it was possible to extend the
"business common sense" principle so far as to alter
the wording of a clause if it was clear to the court that
the parties could not have meant what the words said.
Lord Hoffmann commented in particular that it required
a strong case to persuade the court that "something
must have gone wrong with the language" used by
parties in the contract.

The Court of Appeal rejected SCL's arguments. It
doubted whether the principles set out in Chartbrook
applied to a pay when paid clause: given the
exclusionary nature of such a clause, however
obviously it was mis-drafted, the court could see no
reason why contractual interpretation should "come to
the rescue” in this case by reading the clause as if it
referred to the 1986 Act as amended. There was even
less reason for the court to come to the rescue if a
clause was drafted in such a way that it actually
worked, even if a reasonable person would have
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realised that the drafting party had not intended to limit
its effect and had made an error in the drafting.

The dominant principle in relation to exclusion clauses
was that a party seeking to limit or exclude its liability
had to use clear words and any ambiguity or lack of
clarity would be resolved against the drafting party.
This principle applied to the pay when paid clause
because SCL had drafted it to exclude its liability.
Given this, and that the principles identified by Lord
Hoffmann in Chartbrook applied only to exceptional
cases, it was not open to SCL to argue that there was
an alleged lack of clarity in the clause and that the
court should come to the rescue by applying those
principles.

In William Hare, the Court of Appeal has therefore
taken the opportunity not only to limit the potential
application of the principles identified by Lord
Hoffmann in Chartbrook to remedy obvious omissions
or oversights in the drafting of general contractual
terms but, in all likelihood, to close the door to their
application to otherwise deficient exclusion clauses.

Binding agreement reached after
expiry of letter of intent, despite
"subject to contract" clause - RTS
Flexible Systems Ltd v Molkerei
Alois Muller GmbH) [2010] UKSC
14

A recurring issue in commercial disputes is whether
letters of intent ("LOIs"), or heads of terms, are binding
or not. LOIs are commonly expressed to be "subject
to contract", and the difficulty is that although the
parties may initially have good intentions to agree a
long form contract to govern their relationship, in the
haste to get the job done the performing party may
begin work, but the contract may never be signed.
When the performing party seeks payment for its
goods or services, it may be met by the response "but
we never agreed a deal", and it will fall to the court to
determine whether any binding agreement was in fact
reached.

This was the situation in the recent appeal in RTS
Flexible Systems v Miiller, where the Supreme Court
held that, despite the existence of a "subject to
contract” clause, a binding contract had been reached
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following the expiry of an LOI because, objectively
assessed, the parties had reached "essential
agreement" on the key terms and so must have
intended to be bound. In reaching this conclusion, the
Supreme Court allowed the appeal against the Court
of Appeal decision, reported in our Legal Update of
March 2009.

The case concerned the manufacture by RTS of an
automated system for packaging yoghurt pots for
Mdller, the well-known supplier of dairy products. A
non-binding LOI was agreed, and in order to meet a
tight deadline RTS began work on the system,
eventually delivering it six months later. The parties
did not enter into a long form contract. RTS brought
proceedings for non-payment and the questions for the
court were whether, in the light of emails passing
between the parties and their oral discussions, an
agreement had been reached after the expiry of the
LOI and if so, whether that agreement incorporated
particular terms and conditions, which importantly
contained certain liquidated damages provisions.

The Supreme Court identified the following general
principles:

1. In order to ascertain whether there was a
binding contract between the parties, the
court had to ignore the parties' subjective
intentions and consider whether the
communications between them led to an
objective conclusion that they intended to
create legally binding relations. It was not
necessary for every term to have been
finalised; however, there had to be "essential
agreement" on the key terms. This would be
more likely where the transaction in question
was already being performed on both sides.
Alternatively, if there were further terms which
the parties regarded as essential (or the law
regarded as essential in order for the contract
to be legally enforceable) which had not yet
been agreed, the courts should be slow to
impose a binding contract which the parties
themselves had not yet reached. The
relevant test was that stated by Steyn LJ in
Percy Trentham v Archital Luxfer [1993] 1
Lloyd's Rep 25: whether an "honest sensible
businessman" would, on an objective
consideration of the parties' conduct,
reasonably conclude that they intended to be
bound.
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2. Even where there was a "subject to contract"”
clause, there could still be a binding
agreement if it was clear from the parties’
subsequent conduct, assessed objectively,
that they intended to be bound and had
effectively waived the "subject to contract"
clause (per Robert Goff J in British Steel
Corporation v Cleveland Bridge and
Engineering Co Ltd [1984] 1 All ER 504).
The court needed to look at all the facts of
each case, and if (as in British Steel) it
seemed commercially improbable that the
parties had intended to be bound, no contract
should be found. Other cases, however,
such as Percy Trentham, where substantial
performance had already occurred, might fall
on the opposite side of the line.

Applying those principles, the Supreme Court held that
a contract had been created after the expiry of the
LOI. In reaching that conclusion, it effectively
amalgamated the logic of the divergent decisions of
the High Court and Court of Appeal. The Supreme
Court concurred with Clarke J's view at first instance
that it was unrealistic to suppose that the parties had
not intended to create legal relations: a reasonable
honest businessman would have concluded that some
agreement had been reached after the expiry of the
LOI, not just because performance had started, but
also because the parties had already agreed essential
terms such as the price, and in fact negotiations for the
long form contract were so well advanced that there
were in reality only a few non-essential terms
outstanding.

However, as the Court of Appeal had held, it did not
make commercial sense to conclude that the work had
been carried out on partially agreed terms. The
parties had clearly intended that the long form contract
should be one complete whole, and expressed as
much in the "subject to contract” clause. The
Supreme Court agreed that the clause either
prevented the contract from taking effect or it did not.
It found on the facts that the parties had agreed to
waive its effect: they had decided to "let sleeping dogs
lie" in respect of certain terms on which agreement
had not been reached (or, in counsel's words, "neither
party wanted the negatiations to get in the way of the
project). The result was that there was a contract,
and that contract included the additional terms and
conditions whose inclusion Clarke J had rejected.
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In reaching its decision, the Supreme Court was
swayed by the fact that essential terms had been
agreed during negotiations which had reached an
advanced stage. Leaving aside the difficulties of
ascertaining what the parties viewed as "essential
terms", it seems likely that a case where the parties
have yet to agree the more significant terms would be
interpreted differently.

As Lord Clarke observed, the moral of the story for any
would-be buyer or seller is to think carefully before
starting work on a project before full form contracts
have been agreed. A failure to agree and document
terms before work starts may lead to unintended
contractual obligations and potentially costly legal
proceedings.
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